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ICELAND: KEY ECONOMIC INDICATORS 


(Values in millions of dollars except where noted) 


~~ 1984 1985 1986 % Change 


Estimate Forecast 85-86 
Exchange rate US$ = Ikr. 31.66 42.00 44,00 


Population 239,500 241,500 243,900 +1.0 
Gross Domestic Product (GDP) 2,580 2,612 2,791 +2.0 
GDP per capita (dollars) 10,730 10,815 11,443 +5.8 
Gross National Product (GNP) 2,432 2,474 2,655 +7.3 
Fish Catch (thousand MT) 1,536 1.335 1,612 +5.0 


GDP by Sectors (% of total) 
Agriculture » NA NA 


Fisheries and Fish Processing aa 17.4 NA 
Manufacturing . NA NA 
Construction NA NA 
Other Private Sector Industries i NA NA 
Government ‘ NA NA 


Private Consumption 1,536 1,686 
Investment 571 568 
As percent of GNP 22.8 21.4 


Balance of Payments 
Exports (f£.0.b) 771 791 
Exports to U.S.(f.o0.b.) 230 237 
Imports (f.0.b.) 786 795 
Imports from U.S. (c.i.f.) ¥3 54 
Service Receipts 369 393 
Service Payments 477 486 
Transfers (net) - 
Current Account Balance -123 -98 
Capital Account Balance 207 98 


Money Supply (M3), % Change 45.0 NA 
Gross Foreign Exchange Reserves 

(year end) 

Long-Term Foreign Debt (% of GDP) Ioou 54.0 
Debt Service (% of exports) 

Terms of Trade (% change) es 0.0 e 4s 


Central Government Budget 
Current Revenue, Total 625 646 
Current Expenditure, Total 685 690 
Net Borrowing 60 94 


* The figures for 1986 are Budget proposal figures. 


Sources: Icelandic National Economic Institute; Central Bank of Iceland; 
Statistical Bureau of Iceland. 





SUMMARY 


The fishing industry, the backbone of the Icelandic economy, remains 
beset with debt and fleet overcapacity, but there are signs of a 
gradual return of the most valuable fish species. The catch this 
year, as last year, is likely to total over 1.5 million metric tons, 
a significant improvement over the 788,000-ton catch in 1982. 


Gross national product is expected to grow by about 2 percent this 
year after a 2.5 percent growth in 1984. There is considerable 
concern about the likelihood of continued moderate growth rates in 
the future and the apparently diminished ability of the fishing 
industry to provide the strong, steady growth that it has in the 
past. Government and industry will therefore redouble their efforts 
to spur economic growth by identifying those new industries that 
promise the greatest possible return on investment. 


Inflation and foreign debt remain major trouble spots in 1985. The 
inflation rate this year is expected to be about 32 percent, up 
Slightly from the 1984 rate of 29 percent. Inflation in 1983, 
however, topped 84 percent. Net external debt as a percentage of 
GNP hit 63 percent in 1984 and is expected to be somewhat higher 
this year. The debt service ratio was over 24 percent last year but 
could decline in 1985, primarily as a result of more advantageous 
interest rates internationally. The accumulation of foreign debt is 
a major challenge to Iceland, and policy makers state their intent 
to put a halt to its growth. 


Government finances have taken a turn for the worse this year. 
Estimates that the Treasury will operate in the red in 1985 to a 
greater degree than expected have been the subject of acrimonious 
debate. In the first 6 months of 1985, the deficit amounted to some 
15 percent of collected revenue compared with 2.4 percent in 1984. 
While some in the Government have argued for an increase in taxes, 
other members of the coalition think a cutback of government 
expenditure is called for. A restructuring of the Government's 
system of generating revenue could be in the offing, and a bill 
proposing a value-added tax is likely. 


The balance of goods and services will remain in deficit this year 
by about 4.8 percent of GNP. The United States continues to be 
Iceland's single largest market for exports with sales there in 1984 
accounting for over 28 percent of total export revenues. The U.S. 
share of Iceland's market, on the other hand, was 7 percent last 
year, and could be even smaller in 1985. A decline in the value of 
the dollar is the major hope for improving this figure. 





CURRENT ECONOMIC SITUATION 


Despite ongoing efforts to broaden the industrial base, Iceland's 
economy remains dependent to a large extent on the fortunes of the 
fishing industry. The fishing sector has come through a period of 
uncertainty, primarily because of a drop in the cod catch, but there 
are signs that a gradual turnaround may be taking place. The 
performance this year of manufacturing, however, has been somewhat 
disappointing. This is due primarily to the weak world price of 
aluminum resulting in a contraction in metal production. 
Ferrosilicon production in Iceland will also lag somewhat behind 
production in 1984. Overall, export production in 1985 is expected 
to grow by just under 3 percent, a slower pace than previously 
assumed, whereas total merchandise exports could grow by 5.5 percent. 


The latest estimates indicate that gross national product will grow 
by 2 percent this year and gross domestic product by 2.4 percent. 
GNP grew by about 2.5 percent in 1984 and GDP by 3.1 percent. 
Preliminary estimates pointed to stronger growth but GNP has now 
been revised downward because of rising interest payments on the 
foreign debt. In monetary terms, GNP in 1985 could total Ikr 104 
billion, (about §2.5 billion), a modest increase over the $2.4 
billion GNP of last year. Government economists are cautious about 
predicting the level of GNP in 1986 but are concerned about slow 
growth and expect figures in real terms to be similar to 1985, 


Private consumption has increased substantially in 1985, by 4 
percent. This figure, revised upward from earlier estimates, has 
been an important factor in explaining increased economic activity 
in 1985. Private consumption, however, has been partly offset by 
more moderate growth in investment, the result of a contraction in 
residential construction. Taking into account recent wage 
settlements of about 15 percent, real disposable income could rise 
this year by 3-4 percent. As a result, the latest government 
figures indicate that total merchandise imports could increase in 
1985 by about 5 percent. While merchandise imports grew by nearly 9 
percent in 1984, they fell by over 7 percent in 1983. 


Generally speaking, there is considerable concern in Iceland about 
the need to spur greater GNP growth rates, especially in view of the 
high level of foreign debt, and interest payments on that debt. 
Consequently, there is renewed interest in identifying and 
supporting the growth of new industries, as well as streamlining 
established industries to make them more self sufficient and 
competitive internationally. 





Foreign Debt: The Government will redouble its efforts in 1986 to 
put a halt to the accumulation of foreign debt, considered by all to 
be Iceland's major economic policychallenge. Net external debt as a 
percentage of GNP in 1984 rose to over 63 percent, up from nearly 59 
percent in 1983 and 48 percent in 1982. The debt service burden as 
a ratio of payments to total export revenue was 24.3 percent last 
year and 21.2 percent in 1982. The dilemma facing the country is 
that a halt to further borrowing could hamper the growth of 
industry, and thereby lower future income, whereas a continuation of 
the current level of debt will sap scarce capital, which if 
available could be used for investment. It will therefore be 
incumbent upon the government to carefully select those industrial 
projects that promise the best return and therefore merit borrowing 
from abroad. 


Inflation: The cost of living in 1985 is expected to be about 32 
percent higher than in 1984, While inflation continues to be of 
concern, and Government policy statements point to the need to bring 
inflation down next year, historically inflation in Iceland has been 
at much higher rates, Inflation peaked in 1983 when the 
year-over-year cost-of-living index rose to over 84 percent. It 
dropped to 29 percent in 1984, primarily because wages were 
de-indexed, a policy introduced in 1983. Since then a policy of 
market-determined interest rates and increased competition among 
commercial banks has resulted in a greater variety of savings forms 
as well as an end to negative real rates of interest. Savings as a 
proportion of GNP increased from 28.8 percent in 1983 to 33.2 
percent in 1984, The lowering of inflation (in relative terms) and 
the development of positive real rates of interest are considered by 
objective observers to be this government's major achievement. 


At the same time, although wage indexation is no longer part of 
labor contracts, price developments are very much part of wage 
negotiations. Further, the evolution of the exchange rates of 
Iceland's major trading partners, and particularly the future rate 
of the dollar, will have a direct bearing on the development of 
import prices, and consequently inflation. There is considerable 
concern that a future precipitous drop in the rate of the dollar, 
and a corresponding rise in the value of European currencies 
vis-a-vis the krona, could mean a resurgence of inflation, 


PRODUCTION 


Fisheries: Despite predictions to the contrary, 1984 was the third 
best year in Iceland's fishing history. The catch totaled more than 
1,500,000 tons as compared with 839,000 tons in 1983. The biggest 
increase was in the capelin catch, resulting in significant stimulus 
to the fish meal/oil industry. In an effort to give greater 
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opportunities to efficient vessels, the fishing quota was modified 
to allow boat owners to choose between a volume quota or an "effort" 
quota. In 1984, 136,649 tons of frozen seafood were exported with a 
value of 6268 million. This is $20 million less than the previous 
year. The U.S. market accounted for 34.6 percent of Iceland's 
exports of marine products in 1984. Overcapacity in the fishing 
fleet and heavy debt burden continue to plague the industry. It is 
expected that over the long-term, greater efficiency and less 
competitive boats going out of business will reduce the size of the 
fleet. While the fish catch in the first 8 months of 1985 was 
greater than the same period in 1984, the latest estimates indicate 
the catch this year will be about the same as in 1984. The industry 
is expected to pursue greater exploitation of heretofore 
underutilized species, undertake more dynamic marketing activities, 
and increase efficiency in fishing and processing. The following 
table shows total fish catch in 1981-1985 by main types of fish: 


Thousand Metric Tons Forecast 
1981 1982 1983 1984 1985 


Cod 461 382 294 281 316 
Other demersal species 254 308 311 284 272 
Herring 40 56 59 50 50 
Capelin 642 13 867 845 
Lobster, shrimp, scallops 21 24 3i 42 44 
Other » 5 1l 12 8 


Total 1,441 788 839 35336." 15535 


Manufacturing: Metals production will contract in 1985 by about 6 
percent for aluminum and 2 percent for ferrosilicon. This comes 
after a 5.6 percent increase in aluminum production and a 21.7 
percent increase in ferrosilicon production in 1984. The aluminum 
smelter, owned by Swiss Aluminum Ltd. (Alusuisse), has a potential 
productive capacity of some 84,000 metric tons. Export production 
of other products such as canned goods, woolens, and skins is 
expected to increase by 10.7 percent this year, after a nearly 29 
percent volume increase in 1984, Export production, including 
marine products, could rise by 2.7 percent this year. Total 
merchandise exports will grow by about 5.5 percent in 1985, mainly 
because of a run-down of stocks. At present, the only American 
company involved in manufacturing in Iceland is Manville 
Corporation, part owner of a diatomite factory. The Government 
continues to seek foreign investors, particularly those that would 
require large quantities of inexpensive electrical power. 
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Agriculture: Total agricultural production increased by about 6 
percent in 1984 with vegetable production, and particularly 
potatoes, leading the way. The outlook for the heavily subsidized 
agricultural sector is not good, with overproduction of milk and 
mutton a chronic problem. While some of the excess mutton is sold 
abroad, it goes for much less than the cost of production. Export 
subsidies for mutton sales are reported to have amounted to $12 
million in 1984, 2.5 percent of the Government's budget. 
Indications are that agricultural production in 1985 will change 
little from last year. 


THE STATE OF LEADING INDUSTRIES 


The overcapacity of the fishing fleet, increased competition in the 
U.S. market from other fishing nations such as Canada, and 
continuation of limits on the fish catch in order to build up 
depleted stocks, are likely to remain the major trouble spots in the 
year to come and will continue to have an impact on profitability. 
In order to overcome these obstacles, the industry is expected to 
undertake more dynamic marketing activities and increase efficiency 
in fishing and processing. The profitability of the fisheries 
sector varies greatly according to locality and enterprise. 
Demersal fisheries are said to be operating in the red this year 
despite increased catches, while the circumstances of the fish 
freezing industry are poor and processing plants are operating at a 
slight profit. 


After having risen by 13.5 percent in 1984, industrial investment 
will probably increase by 1l percent this year. Total asset 
formation will grow at slightly less than 1 percent this year after 
6.9 percent growth in 1984. Cutbacks in public works and 
residential housing construction account for much of this decline. 
Generally speaking, exports of general manufacturers have risen this 
year by about 15 percent compared with 1984. The performance of 
these industries could therefore be positive, although varied. 
Changes in the foreign exchange rates will play an important role. 


PUBLIC SECTOR FINANCES 


The outline of the Government's 1986 fiscal budget, and estimates 
that the Treasury will operate in the red in 1985 to a greater 
degree than heretofore, have been the subject of increasingly 
acrimonious debate. According to recent figures, central government 
finances took a turn for the worse in the first half of the year 
with the deficit amounting to some 15 percent of collected revenue 
compared with 2.4 percent in the same period last year. Heavy 
interest payments to the Central Bank, large export subsidies for 
agricultural products, and reimbursement of sales tax levies to the 
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fisheries sector, as well as the need to replenish student and 
housing loan funds earlier than expected, account for the deficit. 
The debate surrounding the likelihood of continued deficits, with 
some within the coalition government espousing a cutback of 
government spending while others argue for a tax increase, was an 
element in a recent reshuffle of the cabinet. 


Sales taxes, import duties, and other indirect taxes accounted for 
some 81 percent of revenues to the Treasury in 1984. Income taxes 
play a minor part in producing government revenue and are slated to 
play a smaller part still in the future. As a result, it is 
problematical whether the Government will lower duties anytime soon 
on goods from the United States. Under the current tariff 
structure, U.S. goods are not allowed the duty-free access that 
goods from the European Community (EC) and the European Free Trade 
Association (EFTA)--to which Iceland adheres--enjoy. Further, there 
continues to be speculation about the introduction of a value added 
tax to replace the current sales tax system, regarded by some as 
shot through with too many exceptions. Efforts by the Government to 
introduce a VAT in 1984 were unsuccessful mainly due to concern by 
legislators that the rise in prices would accelerate. 


EMPLOYMENT 


Iceland's labor force of approximately 115,000 persons is highly 
qualified and relatively mobile. The employment situation this 
year, as in the past, will depend largely on developments in the 
fishing and fish processing industries. A recent survey indicates 


that labor shortages were most acute in fish processing and in the 
skilled professions. Average unemployment for 1985 is expected to 
be about one percent, compared with 1.25 percent in 1984. 


EXCHANGE RATE DEVELOPMENTS 


The Government and the Central Bank regard the maintenance of as 
much stability as possible to be the major goal of exchange rate 
policy. This involves keeping the krona within a 5 percent band 
vis-a-vis a trade-weighted basket of currencies. This policy has 
also been a key factor in the Government's efforts to bring down 
inflation. Past pressure on the krona has in large part stemmed 
from the demands of the fisheries sector to maintain a dollar 
price-edge in the U.S. market and thereby generate an optimum krona 
income. The krona was devalued by 12 percent in November 1984 
following wage settlements in October of about 24 percent. The 
devaluation was justified by the Central Bank as necessary, given 
the increase in the cost of production and a corresponding rise in 
demand for imported goods, which government officials feared would 
lead to greater balance of trade deficits. The krona depreciated 
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against the dollar by 29.3 percent in 1984 and in the first 6 months 
of 1985 depreciated against the dollar by 3.1 percent. 

The rise in the relative value of the dollar in recent years has 
benefited the Icelandic economy, since a large portion of exports is 
denominated in dollars while imports are primarily from Europe. 
There is concern, therefore, about the impact of a sudden fall in 
the rate of the dollar. 


FOREIGN TRADE 


The trade deficit in 1984 amounted to 0.5 percent of GNP. Current 
forecasts indicate the trade balance will again be in the red in 
1985 by about the same percentage. A continuing strong demand for 
merchandise imports, especially in light of wage settlements this 
year, accounts for this development. The balance of goods and 
services, or the current account, will remain in deficit in 1985 but 
by 4.8 percent of GNP as opposed to 5.4 percent of GNP last year. 

As in 1984, the current account deficit is explained, to a large 
extent, by high interest payments on foreign debt. The fact that 
such payments continue to consume a significant portion of national 
income has highlighted the need to promote greater export production. 


Changes in the value of the dollar and a decline in aluminum prices 
have accounted for the prospects of Iceland's terms of trade 
progressively worsening in coming months. With the development of 
some price increases in frozen fish markets, however, the overall 
terms of trade at the end of 1985 could be unchanged from 1984, 


The United States continues to be Iceland's largest single market, 
with sales in 1984 accounting for over 28 percent of total export 
revenues. The U.S. share of Iceland's market, on the other hand, 
declined again in 1984 to about 7 percent due to the more 
competitive price of European-source goods. 


IMPLICATIONS FOR U.S. EXPORTERS 


Imports from the United States:in 1984 totaled $57.6 million 
(c.i.f.), 6.8 percent of the total imported; : Current figures 
indicate that 1985 could mark the fifth consecutive decline in 
imports from the United States. The January to August 1985 total of 
$27.8 million compares with a total of $30.1 million for the same 
period in 1984, Icelandic exports to the United States (f.0.b.) in 
1984 were $211.2 million, or 28.1 percent of total exports. The 
January to August 1985 total of $103.8 million compares with $89.7 
million for the same period in 1984, 


Imports from the United States have been adversely affected in 1985 
by the continuing strength of the dollar, by relatively 
high transportation costs compared with those applicable to 
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European-source imports, and by the preferential tariffs extended to 
a large number of European products as a result of trade agreements 
with EFTA and the EC. Nevertheless, long-term prospects for U.S. 
exports to Iceland could see an improvement given the country's high 
per capita income and a genuine penchant for U.S.-made products, 
other things being equal. 


Many U.S. goods remain price competitive (especially if of high 
quality), are familiar to the Icelandic consumer, and could continue 
to sell well here. American exporters would enhance their 
competitive position by accepting the need to do business on the 
modest scale appropriate to this tiny but basically prosperous 
market. Also, if at all possible, business should be transacted 
directly from the United States and not through representatives or 
subsidiaries in Europe. The latter practice is perceived negatively 
as demonstrating disregard of Icelandic sensitivities, and as 
increasing costs. Granting favorable credit terms to reputable 
firms is also important. 


There exists in Iceland an intangible but very real affinity for 
U.S. products, and business and technical know-how that can be 
capitalized upon. The Government's well-publicized desire to 
initiate joint ventures with foreign companies seeking locations for 
industrial production facilities requiring large quantities of 
inexpensive electrical power could translate into opportunities 
worth exploring. This interest also extends beyond power-intensive 
industries to such activities as fish farming and other 
technology-intensive endeavors. 


BEST PROSPECTS FOR U.S. EXPORTERS 


Imports from the United States of corn, prepared and homogenized 
composite foods, and cigarettes continue to sell well in 1985. 
Automobile sales appear to be headed for their fifth year of 
decline, however. Based on indications of interest by potential 
Icelandic buyers, the following consumer and industrial goods show 
the most promise: food processing machinery, women's and children's 
apparel, cosmetics, engines and tractors, miscellaneous mechanical 
and electrical (220 volt) machinery, computers, office machinery, 
computer software, radio navigational equipment, and fish farming 
equipment and technology. With regard to the latter, there 
continues to be growing interest in fish farming as a potentially 
significant contributor to future economic growth. This sector 
could offer worthwhile prospects to American investors bringing 
know-how and capital to Iceland. 
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